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SUMMARY

The Pacific Companies' 1993 annual access tariffs should
be allowed to remain in effect without being changed. First,
carriers should be allowed to recover costs caused by SFAS 106 to
the extent they are not reflected in the GNP-PI, The
Commission's own requirement to change from cash to accrual
accounting for OPEBs triggered the cost increase.

Second, price cap LECs should not be required to "add
back" the effect of sharing or low-end adjustments. Mandatory
add-back .dampens carriers' incentives to be efficient. It is not
dispositive that under rate of return regulation, refunds were
added back to earnings. Treating sharing like refunds confounds
the purposes of rate of return regulation and price caps. The
proposal to mandate add-back is also procedurally troubling
because it is a substantial change to the price cap rules, not a
clarification. Sharing was intended to be "only ... a one-time
adjustment to a single year's rates." To fashion substantive
rules on the basis of particular tariffs raises obvious issues of
fairness and the adequacy of the record on which the new rules
are based.

Third, it is permissible to allocate sharing to the
common line basket without including end user revenues. The only
criterion in the price cap rules for allocating sharing is that
it should be done on a "cost-causative basis." Allocating

sharing to the common line basket based on carrier common line
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revenues is cost-causative because end user common line charges
do not reflect any sharing and are not even developed using price
cap methods. Once again, the Commission should be wary of
changing its rules in the process of adjudicating individual
company tariffs.

Fourth, GSF costs have been properly reallocated, as
demonstrated in our GSF tariff filings.

Fifth, LIDB service has been properly included in the
traffic sensitive basket. The Pacific Companies' tariffs are

lawful and should remain in effect.
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Before the
FEDERAL COMMUNICATIONS COMMISSION
Washington, D.C. 20554

In the Matter of )

Bell Operating Companies’

)
)
Tariff for the 800 Service ) RECF!VFD
Management System and 800 ) S e
Data Base Access Tariffs )
) JUL 2 7 1993
) W%Mw”mw T ﬁm
o s LIS
OFFICE OF THE SECRETARY "

DIRECT CASE

In accordance with the Common Carrier Bureau's

Memorandum Opinion and Order Suspending Rates and Designating

Issues for Investiggtion,1 Pacific Bell and Nevada Bell (the

"Pacific Companies") hereby submit their Direct Case in the

above-captioned proceeding.

I. SFAS-106 RESULTS IN AN EXOGENOUS COST CHANGE UNDER
THE PRICE CAP RULES.

On January 22, 1993, the Commission adopted an order

denying the Pacific Companies' and other LECs' requests for

1 1993 Annual Access Tariff Filings, National Exchange
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the request because, among other reasons, "at least as to going
forward OPEB amounts, the LECs have substantial control over the

amount booked as OPEBs."3

In their annual filings, several
LECs sought exogenous treatment of transitional benefit
obligations (TBO), unaccrued costs for OPEBs to retirees and
active employees existing as of the adoption of SFAS-106
accounting. The Commission has allowed these increases subject
to suspension, investigation, and possible refund, and designated
as an issue whether "the LECs [have] borne their burden of
demonstrating that implementing SFAS-106 results in an exogenous
cost change for the TBO amounts under the Commission's price cap
rules."4

According to the Commission, "[e]lxogenous costs are in

general those costs that are triggered by administrative,

legislative or judicial action beyond the control of the



cap regulation to the extent they are not already reflected in
the GNP-PI.® “These are costs that should result in an
adjustment to the [price] cap in order to ensure that the price
cap formula does not lead to unreasonably high or unreasonably
low rates."’

In the OPEB Order, the Commission misapplied the
standard for recovery of exogenous costs. Exogenous costs are
those which are "triggered by administrative, legislative or
judicial action beyond the control of the carriers."8 The
increase in costs caused by the adoption of SFAS 106 meet this
standard. Carriers had no control over the FASB deliberations
that led to SFAS 106, and the Commission's requirement to adopt
it was clearly beyond their control. Therefore, the increased
costs are exogenous and should be recovered to the extent they

are not reflected in the GNP-PI. The OPEB Order indicated,

however, that because carriers might have some control over the
amount of the postretirement benefits themselves, exogenous
recovery of SFAS 106 costs should not be granted, except perhaps
for transition obligation amortization costs.

The Commission's reasoning is specious. Even if
carriers have some ability to control the amount of

postretirement benefits in the future, the Commission's

See Policy and Rules Concerning Rates for Dominant
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Reconsideration Order").
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LEC Price Cap Order, 5 FCC Rcd at 6807.
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requirement to change from cash to accrual accounting triggers a
cost increase that is clearly beyond their control. If the
standard implied by the OPEB Order were applied across the board,
carriers would be allowed to recover virtually none of their
exogenous costs, because they can nearly all be "controlled" to
some extent. This directly contradicts all principles of
ratemaking and common sense. The fact is that carriers have very
little latitude to unilaterally reduce OPEB costs that have
previously been earned by active and retired employees. OPEBs
are subject to collective bargaining. Even if a reduction in
OPEBs could be successfully negotiated in the future, it would
likely be offset by an increase in other bargained wages and
benefits. An employer's ability to control OPEB costs is
constrained by significant legal, ethical, and business
considerations.

Finally, the carriers provided two studies that clearly
demonstrated that SFAS 106 would not materially affect the
GNP-PI. The Pacific Companies' requests for exogenous recovery
incorporated conservative adjustments to ensure there would be no
double recovery of OPEB costs from the GNP-PI component of the
price cap formula. We strongly believe we met our burden of
proof and the full SFAS 106 accrual should be eligible for
exogenous recovery. If the Commission does allow exogenous
adjustments for TBO costs, it makes no logical sense to disallow

exogenous adjustments for other SFAS-106 costs.



IT. PRICE CAP LECS SHOULD NOT BE REQUIRED TO
"ADD _BACK" AMOUNTS INTS FROM PRIOR YEAR SHARING OR
LOW-END ADJUSTMENTS.

The Commission has initiated an investigation pertaining
to all LECs that had a 1991 sharing obligation or low-end
adjustment.9 The subject of this investigation is the same as
the subject of Docket 93-179. 1In Docket 93-179, the Commission
has proposed "clarifying" the LEC price cap rules to require that
price cap LECs "add back" the effect on rates of return of both
rate increases and reductions under price caps to share or
increase earnings from earlier years.lo Requiring add-back is
unnecessary. LECs should be not be required to add back the
effects of sharing or low-end adjustments.

It is not dispositive that rate of return carriers are
required to follow a practice similar to "add back" in computing
their earnings. Unlike rate of return regulation, the Commission
intended price cap regulation to "harness the profit-making
incentives common to all businesses to produce a set of outcomes
that advance the public interest goals of just, reasonable, and

wll

nondiscriminatory rates. Carriers are encouraged to reduce

their costs or "inputs" by annual productivity adjustments and

3 Designation Order, para. 32. Nevada Bell had a sharing
amount based on 1991 earnings. Pacific Bell did not.

10 Price Cap Reulation for Local Exchange Carriers Rate of
Return Sharlgg and Lower Formula Adjustment, CC Docket No.
93-179, Notice of Proposed Rulemaking, FCC 93-325, released
July 6, 1993 ("Add-Back NPRM").

11

LEC Price Cap Order, 5 FCC Rcd 6786.




sharing of earnings that result from any productivity gains that
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regulation, LECs refund overearnings above the prescribed maximum
allowable rate of return, whether through direct payments to
customers, rate reductions in a subsequent tariff filing period,
or damages awarded after complaints."13 The same

"overearnings" are legally sanctioned under price cap regulation
and treated as an incentive for the carrier to increase its
efficiencies. Thus the fact that refunds are added back under
rate of return regulation is no reason for sharing to be added
back under price cap regulation.

Requiring. add-back would dampen price cap LECs'
incentives to become more efficient and is therefore at odds with
the rationale for price cap regulation. As the Commission
recognized, add-back works both ways: "Without add-back, ...
LECs would share less of their earnings as they approach or
exceed the high end of the range, and would receive smaller
adjustments when they fell below the low end of the range."l4
Provided they calculate their earnings consistently from year to
year, price cap LECs who elect not to add back sharing or
lower-end adjustment amounts are simply deciding to take on

greater risk than those LECs who elect to add back, much like the

12 LEC Price Cap Order, 5 FCC Rcd at 6787, 6790.
13 Add-Back NPRM, para. 5.
14

Add-Back NPRM, para. 13.




decision to adopt a higher productivity benchmark .12 Assuming
such a risk would be consistent with price cap principles,
because it would increase the incentive to become more efficient.

We believe the best way to address this issue is when
the Commission reviews LEC price cap regulation. Add-back is not
a requirement of the price cap rules as they now stand.
Mandatory add-back is not even a "clarification" of the price cap
rules. The effect of add-back would be similar to the effect of
the permanent automatic stabilizer that the Commission originally
proposed but declined to adopt because "based upon a single
year's earnings, [it] created perverse incentives."1® The
Commission said that sharing- (unlike the automatic - stabilizer)
would operate "only as a one-time adjustment to a single year's
rates, so a LEC would not risk affecting future earnings."17
Add-back makes sharing into a continuing adjustment.

If it required add-back the Commission would be
substantively changing the price cap rules in the guise of a

"clarification."1® It would also undeniably change the balance

15  ynder price cap rules, carriers are given the opportunity

to retain more earnings if they adopt a higher productivity
benchmark (reduce rates by an additional one percent). Electing
not to add back would give the same "“greater risk, greater
reward" incentive: the carrier could potentially retain more
earnings but would surrender some ability to increase rates if it
underearned, or vice versa.

16 LEC Price Cap Order, 5 FCC Rcd at 6803.
17 14,
18

See AT&T v. FCC, 974 F.2d 1351 (D.C. Cir. 1992), in which
the D.C. Circuit reversed a "clarification" by the Commission
that substantively changed the AT&T price cap rules.




of risks and benefits that was struck when the price cap rules
were adopted. This is not a change that should be attempted in
the course of adjudicating the reasonableness of individual
tariffs. It is within the Commission's discretion to proceed by
rulemaking, rulemaking of particular applicability, or
adjudication. But to fashion major rules on the basis of
particular tariffs raises obvious issues about the fairness of
applying a newly announced rule retroactively and the
completeness of the record on which the new rule is based.

In AT&T v. FCC, 978 F.2d 727 (D.C. Cir. 1992), for

example, the D.C. Circuit overturned a Commission order that
.impermissibly relied on the Commission's initiation of a
rulemaking with prospective effect to dismiss a complaint seeking
retroactive relief. 1In that decision, the court observed that
“[algencies do have a fundamental choice whether to interpret and
apply federal statutes through adjudication or through
rulemaking. But they cannot avoid their responsibilities in an
adjudication properly before them by looking to a rulemaking,
which operates only prospectively.” 978 F.2d at 732. This
proceeding marks the other side of the coin: the Commission

announces that it may apply retroactively in this proceeding a

rule it has only proposed in a different proceeding. This may be
an even more egregious confusion of the Commission's

quasi-legislative and quasi-judicial roles than in AT&T.



III. PRICE CAP LECS MAY ALLOCATE SHARING ON ANY "COST-
CAUSATIVE BASI§LF SHARING MAY BE ALLOCATED TO THE
COMMON LINE BASKET BASED ON CARRIER COMMON LINE
REVENUES.

According to the Commission, "[i]t is not clear that
Bell Atlantic's exclusion of end user revenues from the common
line basket for sharing purposes is consistent with the LEC Price

Cap Order and the 1992 Annual Access Order."19 Accordingly the

Commission has designated Bell Atlantic's PCI adjustments for
investigation.20

The Commission's price cap rules and its decisions do
not specify in detail how sharing is to be allocated. 1Indeed,
the Commission has expressly declined to "specify a particular
method of reflecting 'cost-causation.'".2l The sole criterion
is that sharing shall be allocated on a "cost-causative

basis."22

In its order on the 1992 annual access tariffs, the
Commission did sanction one particular cost-causative allocation
method, observing that "basket revenue can be used as a proxy for
basket costs."23 But it did not rule out all other methods and

it properly avoided revising or adding to the price cap rules in

the course of deciding the justness and reasonableness of

19 Designation Order, para. 42.

20 pacific Bell, but not Nevada Bell, also allocated sharing
to the common line basket based on carrier common line revenues.

21 LEC Price Cap Order on Reconsideration, para. 113.

22 47 cFR {61.45(d)(4).

23 1992 Annual Access Tariff Filings, 7 FCC Rcd 4731, 4732
(n. 4) (Com., Car. Bur. 1992) (emphasis added).




specific tariffs. Similarly, in the Common Carrier Bureau's 1993

Tariff Review Plan Order, the Bureau directed carriers to file

"their computations of the sharing or low end adjustment amount
and of the method used to allocate the amount among the
baskets."24

It violates no Commission rule or policy to allocate
sharing to the common line basket based on carrier common line
revenues. Since end user common line charges are not even
developed using price cap methods, but are developed from
"bottoms up" forecasted cost and methods, sharing will never be
reflected in these rates. It is therefore cost-causative to use
carrier .common line revenues as a proxy for common line costs.

If the Commission changed its rules or adopted a new
policy mandating that sharing be allocated to carriers based on
end user revenues, it would immediately reduce Pacific Bell's
common line revenues even though common line costs have not
changed. This proceeding lacks a record adequate to support such
rulemaking. In the past the Commission has taken action
affecting revenue flows between baskets only after a careful
consideration of all relevant economic and public policy matters,
as when it provided in Docket 92-222 for reallocating GSF costs
or in the price cap docket itself when it mandated a "50% growth

factor" for development of carrier common line charge525 (which

24 Commission Requirements for Cost Support Material To Be
Filed with 1993 Annual Access Tariffs, Order, DA 93-192, released
February 18, 1993, para. 25.

25 47 cFr {61.45(c).
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results in significant annual reductions in those charges). For
reasons we have stated above, it would be unwise to make
piecemeal changes or additions to the price cap rules based on
investigations of individual company tariffs. The Commission
should consider a rule change, if at all, only in its

reexamination of the LEC price cap rules next year.

IV. GSF COSTS HAVE BEEN PROPERLY REALLOCATED.

The Commission decided to suspend and investigate the
tariffs that were filed June 17, 1993, to comply with its GSF

26 "because of the limited within which to-conduct a

Order
necessary review of issues concerning the GSF filings and in an
abundance of caution."?? petitions to reject or suspend and

investigate the June 17 tariffs were due before the Designation

Order was released. Nonetheless, no petitions were filed. We
are therefore unaware of any issues that have been raised
concerning these filings. The investigation should be ended and
the tariffs permitted to take effect as filed. For the
convenience of the Commission and parties, we are attaching as
Exhibits A and B the description and justification papers that

were filed with these tariffs on June 17.

26 Amendment of the Part 69 Allocation of General Support
Facility Costs, CC Docket No. 92-222, FCC 93-238, released

27

Designation Order, para. 104.
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V. LIDB SERVICE HAS BEEN PROPERLY INCLUDED IN THE
TRAFFIC SENSITIVE BASKET.

As the Commission notes, all LECs but one included LIDB
query charges in the local transport service category within the
traffic sensitive basket.28 Nonetheless the Commission
suspended and investigated these rates, and designated as an
issue what category or categories the LIDB per query charges
should be assigned to.29

We believe the LIDB per query charges were properly
assigned to the transport category. The reason is that LIDB
- query costs are comprised entirely of costs that were allocable
to transport under the Commission's rules.3% We are concerned,
as we stated about the Commission's apparent readiness in this
proceeding to amend its price cap rules to require add-back or
specify a sharing allocation method, that this is a rule change
that would be better off addressed in the pending review of LEC
price cap rules than in a decision on individual company
tariffs. We note also that the LIDB tariffs are already subject

to a pending investigation.31 This issue should be resolved in

28 Designation Order, para. 62. Nevada Bell does not have a
tariff for LIDB service.

29

Designation Order, para. 105.

30 These costs were assigned under Part 32 to accounts 2212,
2211, and 2232. Part 36 and 69 rules further identify these
costs as transport.

31 see Local Exchange Carrier Line Information Data Base,
CC Docket No. 92-24, DA 92-347 (released March 20, 1992).
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favor of the Pacific Companies before further uncertainty about

the lawfulness of these tariffs is created.

VI. CONCLUSION.

For the foregoing reasons, the investigation of the

Pacific Companies' 1993 annual access charge filings should be

concluded without refunds or directing them to refile any of

their tariffs.

Date:

Respectfully submitted,

PACIFIC BELL
NEVADA BELL

W Brogs,

ES P. TUTHILL/
JOHN W. BOGY

140 New Montgomery St., Rm. 1530-A
San Francisco, California 94105
(415) 542-7634

MARGARET E. GARBER
645 E. Plumb Lane, Rm. B124
Reno, Nevada 89502
(702) 333-3138

JAMES L. WURTZ
1275 Pennsylvania Avenue, N.W.
Washington, D.C. 20004
(202) 383-6472

Their Attorneys

July 27, 1993
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INTRODUCTION AND SUMMARY

The information which follows supports the rate changes
proposed by Pacific Bell to implement the Part 69 rule
change ordered in the Commission‘'s Report and Order of May
19, 1993 in CC Docket Ko. 92-222 regarding the allocation
of General Support Facilities costs ("the GSF Order").

The net effect of the GSF Order on Pacific Bell is revenue
neutral and consists of a $96M shift in interstate cost
recovery. However, the GSF Order resulted in changes in
the price cap indices (PCIs) for the various baskets which
result from inclusion of the exogenous cost adjustment for

the GSF cost shift.

In general, the PCI changes required Traffic Sensitive and
Special Access rates to be reduced to remain within the
re-established pricing bands and to produce APIs below the.
revised PCIs. It was necessary to increase the Carrier
Common Line Charge to match the revised PCI and to ensure

proper cost recovery.



